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Disclosure of the Effect of 
Wartime Uncertainties on 
Financial Statements 
IN ACCOUNTING Research Bulletin No. 13 the committee on ac-counting procedure referred to the limited significance of finan-
cial statements prepared currently to cover comparatively short 
periods of time. The committee pointed out that "The tentative 
character of such statements is accentuated under war conditions 
because of the change in methods of doing business and because ac-
counting measurements are largely dependent on the course and 
duration of the war. Current financial statements are, therefore, nec-
essarily less indicative of such things as earning capacity, ability to 
pay taxes, and capital value than statements prepared under normal 
conditions."1 
RENEGOTIATION OF W A R CONTRACTS 
In Accounting Research Bulletin No. 15, issued in September, 
1942, the committee on accounting procedure considered the finan-
cial statements of contractors or subcontractors who are affected by 
the provisions of the War Profits Control Act. The committee indi-
cated therein that the basic objective of accounting is to present the 
fairest possible financial statements and at the same time to direct 
attention to uncertainties which limit the significance of such state-
ments.2 It was concluded that the possibility of renegotiation of war 
contracts should be disclosed; that ordinarily a footnote to the finan-
cial statements would accomplish the required disclosure; that in 
some cases a reserve, shown as a deduction in the income account, 
might be necessary. In arriving at these conclusions, it was recognized 
that the law required clarification and the committee indicated its 
intention to reconsider the subject later in the year. 
Since that time the statute has been amended3 and provision has 
1Accounting Research Bulletin No. 13, p. 113. 
2Accounting Research Bulletin No. 15, p. 127. 
3Sec. 801, Revenue Act of 1942. 
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been made in the Internal Revenue Code4 for the correlation of 
renegotiation and taxation. These enactments have eliminated some 
of the uncertainties to which the committee directed attention.5 In 
addition, the various Price Adjustment Boards have been conducting 
renegotiation proceedings as a result of which general policies are 
being formulated, but the possible effects of renegotiation on in-
dividual companies are still obscure. Serious uncertainties exist in 
most cases and their nature is such as to indicate the necessity of fur-
ther consideration to the end that their significance be brought home 
to the readers of financial statements. 
OTHER W A R T I M E UNCERTAINTIES 
With the advent of the war, other important uncertainties have 
developed as a result of the many difficulties of doing business. A 
large proportion of all business is now being done directly or indi-
rectly on contracts for the Federal Government or subcontracts there-
under; the profits to be reflected in the income statement in any 
accounting period with respect to such contracts must of necessity 
be based on estimates subject to adjustment on final acceptance of 
the product and final payment therefor. Under all such contracts 
or subcontracts, whether based on cost-plus-a-fixed-fee or a fixed-
price, the profit on both of which is subject to renegotiation, there 
is opportunity for difference of opinion on the elements of cost to 
be included and under many there are rejections and claims which 
are frequently not cleared up until long after the completion of 
the contract. 
The operations of some companies, like steamship companies and 
oil companies on the eastern seaboard, are being carried on under 
special arrangements with Government agencies which involve com-
plicated provisions for reimbursement of excess costs due to the 
war. The position at the close of any accounting period is difficult 
to determine and may be subject to material adjustments. 
The Revenue Act of 1942 contains many provisions, including 
relief provisions, upon which varied interpretations can be placed 
and the ultimate effect of which will require considerable time to 
determine. The current computation of taxes must, therefore, of 
necessity be based on estimates which are subject to revision after the 
regulations are issued and final determinations are made as to in-
vested capital, base-period earnings, and taxable income. 
The decision of the War Production Board and other Govern-
ment agencies to discourage or forbid physical inventories in war 
4Sec. 3806, added by Sec. 508, Revenue Act of 1942. 
5Accounting Research Bulletin No. 15, pp. 124-127. 
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plants where they would require a shutdown for even a short period 
has increased the possible margin of error in inventories even when 
prepared with the greatest possible care. The shortages of account-
ing personnel of corporations referred to in Bulletin No. 10 of State-
ments on Auditing Procedure, results not only in delays in the issu-
ance of annual reports, but also in an increase in the necessity for 
making estimates, particularly with respect to Government contracts 
in process at the end of the fiscal period. 
War damage has been inflicted on the property of many companies 
and insurance claims may have been filed, or may subsequently be 
filed, the ultimate outcome of which is uncertain. 
Special amortization allowances for wartime facilities are com-
puted for tax purposes over a five-year period commencing with the 
operation of the facilities in question, and are subject to adjustment 
if the war terminates before the end of that period. For various 
reasons some companies are spreading the amortization over shorter 
or longer periods of time. Accelerated depreciation of facilities not 
subject to special amortization is being provided, whether or not 
deductible for tax purposes, to meet the strain of the multiple-shift 
operation resulting from pressure to produce regardless of the effect 
on plant and equipment. 
DISCLOSURE IN FINANCIAL STATEMENTS 
In view of these and other major uncertainties engendered by the 
war, an important question arises as to the manner in which they 
may best be brought to the attention of those interested. Ordinarily, 
the financial statements are the appropriate place for disclosure. De-
pending upon the circumstances, the disclosure may take the form 
of a footnote setting forth such pertinent information as may be 
available regarding matters which are material. In other cases, where 
the effects of renegotiation and other matters are reasonably deter-
minable, reserves may be established under the principles set forth in 
Accounting Research Bulletin No. 13. 
In some cases the effect of the uncertainties may be such that the 
companies in question will desire also to direct attention thereto in 
the text of their reports to stockholders; in some instances the con-
ditions may be such as to suggest the use of a general footnote to the 
financial statements, indicating that the statements are provisional in 
character and that the directors have exercised their best judgment as 
to such matters as renegotiation, taxation, cost accounting under gov-
ernment contracts, and the provision of reserves. 
Despite all uncertainties, however, financial statements are essen-
tial. It is necessary to furnish reports to stockholders which are as 
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informative as possible. Tax returns must be prepared and taxes 
paid. These conditions emphasize the value of an independent re-
view of the judgment of the directors and of the fairness of disclosure 
by an independent public accountant as to matters coming within 
his purview. 
DISCLOSURE IN AUDITOR'S REPORT 
The necessity of disclosure of, or emphasis on, the existing uncer-
tainties, in the independent auditor's report presents a further prob-
lem. The auditor may feel in some instances that disclosure in the 
financial statements (of which the footnotes are an integral part) 
should be supplemented by mention thereof in his report. Exceptions 
in the report should be avoided so far as reasonably possible, par-
ticularly as to matters over which the client has no control or which 
the client cannot correct. 
With respect to material uncertainties, three types of situations, 
among others, may be contemplated: 
(1) The case in which the auditor believes that the financial 
statements, so far as possible, present fairly the position and 
the results of operations, but feels that the uncertainties 
are such that special attention should be drawn to them in 
his report, as well as in the statements themselves, but 
without taking an exception. 
(2) The case in which one or more uncertainties are such as 
to require an exception. 
(3) The case in which the cumulative effect of the uncertainties 
is so great that no opinion is possible, although the auditor 
may be able to make a statement as to the extent to which 
he approves the statements and the reasons for omitting the 
usual opinion on the statements as a whole. 
Each independent public accountant will, of course, prepare his 
report to meet the circumstances peculiar to the particular case and, 
accordingly, your committee does not propose any specific form. 
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The foregoing statement was prepared by a joint subcom-
mittee of the committee on auditing procedure and the com-
mittee on accounting procedure, and in addition to approval 
by the former committee, it has been approved by eighteen 
members of the latter committee and there were no dissent-
ing votes. 
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